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1.  INTRCLUCIION

LA S

The belew paragraphs ropresent the Government's profit

policy as it currently exists in the Federal Acquisition

acgyulation (PAR):

It is in the Government's interest to offer con-
tractors opportunitics for fimancial revards suf-
ficient to (1) stimulate efficient contract per-
fcrmance, (2) attract the best capabilities of
qualified large and small business concerns to
Governuent contracts, and (3) aaintain a viable
indystrial base.

. Eoth the Governsent and contractors should Be con~-
vet cerned vwith profit as a motivater of efficient and
- effective contract  performance. Negotiations
. aimed merely at reducing prices by reducing prof-
- it, without procjer recoygnition of the function of
jrofit, are rnct in the Governument's interests.
ii Negotiation of extremely low profits, use of his<
= torical averayes, or automatic application of pre-
P‘ determined perccrtages of total estimated costs do

: not pruvide projer motivation for optisum contract
perforuance. With the exception of statutory
ceilinys on proiit and fee, agencies shall not (1)
€stablish adaministrative ceilings or (2) create
- adainistrative  rocedures that could be represent-
Ve €d to contractcrs as de facto ceilings. (1
< 15.501 (b) - (<))

k: This policy statement is supplemented with a Department
of Defense (DOD) statement as indicated below:

. Furthermore, 1low average profit rates on defense
N contracts overall are detrimental to the public
: interest. Effective bpational defense in a free
enterprise econcgy regquires that the best indus-
trial capabilitics be attracted to defense con-

N tructs. These capabilities will be driven away i

- from the defense market if defense contracts are NN

- characterized by low profit opportunities. Con~- , O

‘ ¢ ‘Y
-2 =




RS B AL L
IO

2 -‘ ,",

sequently, negctiations aimed @merely at reducing
prices by reducinj profits, with no realization of
the function of frofit, cannot be condoned. Yor
each contract in which profit is negotiated as a
separate element of the contract price, the aim of
neyotiation should be to employ the profit :motive
so as to igpel effective contract performance by
which cverall costs are economically controlled.
To this end, the profit objective must be fitted
to the circumstances of the particular acquisi-
tion, giving Jue weight to each of the effort,
risk, facilities investment, and special factors
set forth (in weighted guidelimes). This will re-
sult in a wider range of profits which, in many
cases, will be siynificantly higher than previous
rorws. [2: 15.5C1)

/

The akcve folicy statements indicate that it is the Gov-
ernment's telief that proefit ié the basic motivating force
beliind the contractor. There is an implied assuaption on
the part of the Government that the contractor will be prop-
erly motivated if given the opportunity to increase his
profits. The contractor, Ly accepting the contract, appears
to be agreeing with the Government.

brijadier General Bernard L. Weiss, USAP, recently indi-
cated that large corporate DOD contractors should be treated
as "public utilities™ and iaplied that these corporate gi-
ants have a acnopoly over the supply of their unigue defense
product whkile the consumer (DOD) has little if any power
over the contractor to refuse the product at the contrac-

tur's price cnce Congress has authorized the program and ap-
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propriated funds. Furthermore, General Weiss indicated that
Colporate prufit goals are to attain adegquate levels, not
adeguate rates. Cj]

derein lies the dilemma. Are contractors strictl{ moti-
vated by the "profit motive™ as the Government's profit pol-
icy implics, or are the contractors motivated by soame other
forces? Clearly, it is the belief of Government and DOD
policy makers that profit maximization is the prime industry
motivater for improved performance. Additionally, ‘ it is
ciluvar that is is DOD's intention to use profits to motivate
coatractor performance. 1The purpose of this paper is to ex-
prore the profit motive and exawmine those forces which act
to aotivate and influence centractor's performance.

To gain a retter unlerstanding of the present profit pol-
icy, it would be helpful to briefly examine the historical

developaent of this pelicy.

2.  HISTOBICAL PERSPECTIVE

listoricaily, purchasing by the Governaent has been on
tLe basis cf price competition and as such negated any need
for a profit policy. It was felt that the competition in

tane market place amonyg independent contractors would result

- e
e,
S
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- in the Government receiving a fair and reasonable price.
(4: Zi]

., Ccst-plus-percentage~-of-cost (CPPC) contracts were used

regulacly during the 1930°'s, A general lack of conpétition
resulted in an increase in the number of contracts negotiat-
el on either expected or actual costs. [5: 1@ In a CPPC
contract, the frofit or fee is determined by applying a
fixed percentage to the costs incurred. Therefore, as costs
increased, so did profits. If costs decreased, profits also
feil, The contractor was therefore motivated to actually
increase his costs! Responding to public pressure, Congress
passed numerous legislative actions designed to coatrol
dvdses such as CPPC contracts. For example, the Vinson-
Tranmeil Act cf 1934 limited profits to ten percent on Navy
ships and aircraft and required audits and inspections of

contractor records. (B: 22]

The potential for contractor fraud, waste and abuse sur-
faced again durirng World War IT  with a shortage of supplier -
Cuapgacity, resultinjy inm the Renegotiation Act of 1942. This
Act called for tle reneyotiation of both prime and sub con- §§3§

tracts in excess of $100,000 and made possible the recovery

o cxcessive profits along with unallowable costs. The BRe-
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neyotiation Board also established profit as a percentage of
saics on individual contracts as the measure of profitabili-

ty.

2.1 Initial Policy Statea

The first fcrmalizel folicy statement addressing profit
appears to have been included in the Armed Services Procure-
meiat Act of 1947 which states that for negotiated contracts:

The fee for performing a cost-plus-a-firfed-fee
contract for exierimental, developmental, or re-
search work may not be more than 15% of the esti-
mated cost of thke contract, not including the fee.
The fee for performing a cost-plus-a-fixed-fee
contract for arciitectural or enygineerinj services
for a public wcrk or wutility plus +the cost of
these services to the contractor may not be more
than 6% of the estimated cost of that work or
froject, not including the fee. The fee for per-
fcreing any otler cost-plus-a-fixed-fee contract
may not be more than 10% of the estimated cost of
the contract, nct includipg the fee. (7: ZSﬂ
There were mo statutory limits placed on profits under fixed

poice contracts, except as those which may have been consid-
cred as "excessive" by the Renegotiation Act.

A more general profit jolicy stateament also appeared in

the Armed Services Procurement Regulation (ASPR) in 1947 as:

The Department cf Defense must apply contracting

fclicies and methods designed to create an epvi-

ronpent in  which industry can realize profits on

defense business which dare high enough to give

reasonuble dassurunce of loag term availability to
LOD industrial =suppourt by the best companies and

-0 -
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tc enalble those defense contractors to attract
- sufficient equity and borrowed capital. (8: 25

During the 1950's, the frofit policy outlined in ASPR de~
veloped into a narrative fora which lacked specific guid-
eance on the relationship Letween profit elements to be con-

sidered when arriving at the appropriate profit level for

negyotiated contracts., Nine profit elements were iﬁentified
as:
1. Effective coampetition; .
2. Degree of risk;
3. Nature of work to te performed;
4, Extent of Government assistance; ——d
5. Extert of coutractor's investments; 5;23

6. Character of contractor's business; T

7. Contractcr performance; ;;“
8. Subcontracting; and
9. Unrealistic ecstimates. (u: 3@] o
Tiie varied nature of these nine profit elements and amount
of suljectivity inherent in evaluating each eleaent vithout
3pccific guidelines, aade the contracting personnel's task
wore diflicylt than vas necessary. The predomimant factor
wis the "histerical rate" established on previous contracts.

rhe contracting cfficers used the atove nine profit elements in

....... LI SN
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only to adjust profit rates to fit specific procurement
situations. [8: Zi]

Inadejuacies in a formalized profit policy continued and
became visikble in the early 1960's. The Senate Coamittee on
Government Operations (also known as the MNcClellan Commit-
tev), while imvestigating a DOD missile program, found that
priase and sub ccontractors were pyramiding profits and thus
Wwere being paid unearned frofits., [}: 3@‘ The results of
tihis investigation and suksequent publicity resulted’in the
Loyistics Managesent Institute (LMI) being tasked to study
VOD's profit policy. The cbjective of this study was to:

Developy a rational, workable, unifora and equita-
tle approach to targyet profits which will result
in a wider range of profits. The study aias to
develop specific guidelines to assist contracting
Fecsonnel in arriving at appropriate profit rates
to further national and departmental interests

%filizgfg the jrofit motive of DOD contractors.
4: 31

2.2 Weighted Guidelines

in Augyust 1963, the Departwent of Defense implemented for
the first tiose the "weighted juidelines" approach by revis-
luy the Armeld Jervices Prcoccurement Regulation. C?: ZSiJ

Weighted quidelines were a direct result of the first LAI

stuly. [Q: Zi] The guidelines vere intended to ensure con-
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sideration was made of the relative value of agpropriate

iactors in irnitial establishment of a profit or fee objec~

tive. The evaluation factors to be considered wvere:
'

1. Contractor input to total performance;

2. Contractual assumption of contract cost
risk (type of contract, reasonableness of
cost estimates, difficulty of contract
task);

3. BRecord of contractor performance;

4. Selected factors (source of resources, spe-
cial achieveaent);'

5. Special frofit consideration (development
of military items without Government assis-
tance). Eh 258
Although weighted guidelines was considered an improve-

uernt over prior wethods and represented a nev sethod to de-

teraine prefit, three chdaracter istics basic to the old sys-
tem rewmained intact, First, assignment of the basic fee
rate was bascd on the personal judgement of the contracting
of Licer. Second, the fee rate wvas based on the estimated
cost of the contract. Finally, the fee rates failed to con-

siler the contractor investment in plant equipment or work-

s
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in; capital. ES: 19—25] Additionally, ASPR was égain Te- ﬁ?ﬁ

vised to reflect the now profit policy: :ﬂiﬁ

It is the fpolicy of the Department of Defense to

utilize profit to stimulate efficient contract
Ferformance.... Negotiation of very low profits,

the use of histcrical averages or the automatic

application of a predetermined percentage to the

total cstimated cost of a product, does not pro- -
vide the wmotivation to accomplish such . perfora- ’
ance..... The ;rofit objectives must be fitted to

the circumstances of the particular procurement,

giving due weiyht to e«ach of the performance,

risk, anl other tactors. []: 252

deijhted guidelines drcv nmixed reactions and was the sub- -

BEEOUN

ject of a great Jdeal of study during the 1960's and 1970's.
Concern existed over declining profits, 1low productivity
within defense inlustries and an eroding industrial basel -
In analyc¢ing the results aud impact of weighted guidelines,
4 PANL Corgporation study in 1969 concluded that:

X 1. Most firgs had hiyher target fee rates af- T
ter introlduction of the weighted guidelines Eﬁ;
approach, but average realized fee rates ?ﬁl
("comirny-out™ rates) appear to have re- -
mained alcut the same,

2. The weijhted guidelines wmethod resulted in
spreadingy the distribution of going-in tar- 3

get fee rates.

& - 10 -




3. The objective was achieved, if the goal if

the methcd wvas to increase profit opportu-

.
' nities, regardless of whether or not they
vere achieved, by providing higher levels

of taryet fees.

4. The goal was achieved, if the goal vas to ":
provide a wider distribution of average |
fees.

5. The joal was not achieved, if the gdal was E,
to increase actual fees, rather than target
fees.

€. FResults ajpear to have been mixed and on

the whole unsuccessful, 1if the goal was to

raise the profitability of defense invest- L
ment. [2: 256°25i] Ff.‘
It appears clear from the above discussion, in the author's S
opinioun, that tle purpose and goals of the weighted guide-
liines apprcach were not fully understood. -
[}




2.3 Profit 26 (DPC 176-3)

The last significant study concerniny profit and profit

the Assistant Secretary of Defense for Installations; ¥il-
liam P. Clements, anl chaired by Brigadier General James ¥.
Stanskterry, the goal was to "develop any policy revisions
cousidered necessary to encourage private investament in
eijuipecent and the assocciated reductions in cost.™ [@: Jﬂ
Tuis appears to le another way of saying "reduce DOD'acqui~
sition costs." The study eventually lead to a change in Ddb
rvyulatiors entitled Defense Procurement Circular 76~-3 (DPC
70-3y. [5: 20] '

Assistant Secretary Clenents and Brigadier Gemeral Stans-
Leiry reccgnized a need tc conduct research to analyze earn-
inys and capital investments, determine contractors' profit-
ai.ility in koth defense and nou-defense industries, analyze
contractor motivations 1leading to investments designed to
increase productivity and lower cost, and finally, develop
profit objectives designed to stop the apparent defense in-
Justrial base erosion. [?: 28-25] The results of the study
and CPC 76-3 wmade two majcr changes to DOD's profit policy

i the hopes cf raising tlte level of contractor facility in-

policy was called "“Profit *76", Chartered in May 1975 by




vestuzents for the defense industry. The first modification
allowed the level of facility investment to be recognized by
tihc Government contracting officer in reaching a prenegotia-
tion profit okjective. Secondly, it permitted the ilputed
intcerest cecst of the contractor's facility capital invest-
dent, as measured in acccrldance with Cost Accounting Stan-
dard 414, to be used as an allovable cost on most negotiated
contracts., [b: 29-3%]

In the author's cpinicn, DPC 76-3 appears to be the
giound work for the weighted guidelines in use today. While
tiere Lave Leer additicnal changes made throughout the
years, they bave all been designed to adjust (increase ot
ducrease) weights assigrned to various criteria used in de-
tecasining profit (i.e., DAC 76-23).

The same ccrcerns shich existed in the 1960's and 1970's
continue tc exist today. As RADM J. S. Samsone, Jr., SC,
U3, indicated on 12 July 1984, recent research studies have
verified:

1. An eroding defense industrial base;
2. A limited surje/mobilization capability;

3. Capital investment in the Defense segament

A a'ata s b
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4. Productivity growth has been very lisited;
5. Profit pclicy (DAC 76-23) has not motivated
contractcrs to make significant capital in-
vestuents; ’
€. There are general misunderstandings of the
DOD finance policy, both within Goverament
and the ;rivate sector. Cg]
According to RADM Sansone, the harsh realities experienced
by the U.S. industry is that operating profits hdve de-
clined while cost of capital has dramatically increased.
L?] It is otvious that, icn the author's opinion, the current

profit policy is not as effective as originally intended.

3. CONTRACIC

Profit ccntinued to be the driving force in contractor
pmotivation. The defense Acquisition Regulation (DAR) stat-
iz

It is the golicy of the Department of Defense to
utilize profit to stimulate efficient contract
performancc. ?Proiit generally is the basic motive
of kusiness entecrprise. The Government and de-
fense contractors should be concerned with har-
nessiny this motive to work for more effective and
economical contract performance. ([@: 3-808.1




3.1 Pprofit Pazimization

In additicn to DOD's profit policy, there appears to be a
yrcat deal more support to indicate that profit maximization
15 the single most motivating factor for defense indu;tties.
Most undergraduate and yraduate level economics, finaoce and
business ccurses are structured around the principle that a
riru's desire is to maximize profit. As Gerald T. VNielsen
inlicated, *"most business oriented decision makers today
have teen so ingrained with the principles of profit saximi-
zation that the concept secems almost dintuitively obvious®
(s: 22). |

Under the classical “profit wmaximization"™ assumption}

contractors are expected to shun lover fee effort in favor

O< an arrangement that perzits higher profit potential [31:

é]. Dr. Peter Drucker, a strong advocate of the classical

profit motive, indicates:

Production for frofit is the principle of ration-
ality and efficiency on which the corporation must
tase itself..... And the demand that some cri-
terion other than profitability be used as a de-
tecxinant of eccnomic actions rests on a misunder-
standinyg of .. the nature of the econonic
process......[JZ: 231-232].

In addition, Julius Jcpes and Russell Pierre, in an Air

Force Institute cf Technolcyy (APIT) thesis found profit to




be the prise industry motivater. Profit maximization stood
04t as the single most iwjcrtant factor motivating the fifty
iuj dciense industry firms surveyed, with sales laxilifation,
| firm pcrpetuation, and attainmaent of certain socioeéono-ic
jouals 1lentified as additicnal sub-goals {li].

Finally, the DOD and National Aeronautics and Space Ad-

miiistration (NASA) Incentive Contracting Guide states:
The profit motive is the essence of incentive con-
tracting. Incentive contracts utilize the drive
for financial yain under risk conditions ’‘by re-
warding the contractor through increased profit
for attaininjy ccst (and sometimes performance and
schedule) levels more beneficial for the Govern-
ment than expected and by penalizing him through
reduced profit for less than expected levels [J“i

ﬁ 1-2).

A
i

#

3.2  Extracontractual Motives

i; Ccntractors do not necessarily seek maximum profit on

every coatract. There do e¢xist other motivational forces,
sichk as ccocncerns for follow-on business, growth opportuni-
ties, or improvement of corporate image, These are often T

ci1lled "extracontractual umotivaters" [b: 195{. The U.S.

Cuni@ission oo Government Frocuresment indicated that "some-

tiaes extracontractual influences may operate in a counter-

vailin; @anner with the ccentractual objectives specified in

..........
.............................




the contract. Government agencies generally accept the con-
cept that these extracontractual motivaters are often beyond
the control of the Governkent" [3: 195]. But are they re-
ally teyond our contrel? What exactly are these exéracon-
tractual aotivating factors and cannot the Government, once

N identiried, use them to their own advantage?
A stuly ccrnducted by the Logistics Management Institute

(LuI) indicated that:

) There is virtually unanimous agreesent amoig man-
. agers and analysts who have studied overall con-
tractor motivaticn that, in the short run, con-

tractor managenmert does sacrifice short run profit
cn defense business in favor of achieving:

1 \
! 1. coajany growth,

A 2. increased share of the industry mar-
. ket,

Ij 3. a better public image,

4. organizational prestige,

S. carry-over benefits to commercial
business (coamercial spinoffs),

Furthermore, ¢the LMI study indicated that a coapany will be

[

- 6. gyreater opportunity for follow-on

g business, or

- 7. greater shareholder expectationg for

- future growth and profit i}s: 3].

b R

j williny to accept a loss (cr 1lower profit or fee) if doing

50 will prcvide an opportunity to:

- 17 - I




1. gain competitive advantage by engaging in
developmental effort in areas of potential
future business,

2. acquire or retain competent persoanel in
scarce disciplines,

3. spread fixed costs over a substantially
broader lase, or

‘ 4., prevent a potential competitor from gaining
entry to the amarket [15: 4&].

In sumwary, the iMI study states:

’ '
¥
A

e Whether managemert is operating in the coampany'’s
interest or for its own personal gain, it does not
attempt to maxisize profit or fee on individual

\
centracts. It attempts to optimize among many ob-

jectives, placing particular stress on those which
contribute most to maintaining or iamproving market
position and assuring tke future strength of the
ficm. The drive for profit is not absent, but is

constrained Ly aims which ultimately are more con-

- sejuential [15: 5].

N Firas do indeed have acre objectives than Jjust profit.

- Gn any given contract, a ccntractor could have any of a num-

) "

' ber of objectives in mind. All other things being egual, a -
firw would tend to perform well on a contract it had just ff

. >'..'4
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siyned. However, as Dr. Pobert F. Williams pointed out in a
recent article entitled "Sc What Does the Defense Contractor
| Really Want?%, a firm has, as a higher order, its ovn set of
objectives and is first motivated to maximize its own ben-

elit-cost ratio ﬁﬁ: 2@]. A firm may for exaaple, find

: tiis ratic higker £for the performance of one contract tbhan
A for a second contract in its plant at the expense of the
socond, or it may £ind that completing a Government contract
;i could threaten its survival. '
}? Dr. Williams®' study indicated that Governmeat personnel
- perceive the crder of impcrtance of defense industrial con-
i tractor objectives to bLe {in the order indicated) profit o
; sales, company survival, isproved cash flow, development of
i dominant irdustry positiorn, and returm on investment. These
i ov jectives were followed bty company growth, providing a good

pcoduct, and finally public image [16: 25].
e, On the cther hand, industry teliefs about its objectives ‘
L wule quite different. Irdustry personnel felt that provid- o
in; a good product was by far the most important objective,

followed by maintaining a long term continuing business re-

lationship, isproved cash flow, profit, and development of B

. a2k

'
PR
)

LW cagabilities, Tiuese were followed by public image and ;iii
fitally the use of excess capacity [16: 25]. Ffiﬁ
- 19 - '
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The author kelieves that there should be more vweight
jiven to the concept of pullic image as a motivational tool
than either the Governmeut or contractors are willing to ac-
cept. Quality has Leen reglected in American industéy over
the years. Both Government and industry are just now waking
up tc the peed to improve juality. There are a. number of
tvasens for this, includiny: An increased awareness for the
critical reed to imprcve reliability; to be able to compete
with foreign maaufacturers; and the eventual cost savings
turougs iaproved Juality bty reduced rework time and less
SCEAEe This ide¢a of iaproving thé "corporate public image”
tircugh imgroved juality is also evidenced by Ford Hotox
Coapany's theme of "Cuality is Job 1" and the introduction
of "Cualiity Circles"™ into many of the nation's industries.

Additicnally, the authcr believes that corporate prestige
a3 a motivaticnal tool should also be given increased con-
slderation, gparticularly wheu dealing with avard fee con-
tiacts., Cne senior Navy Department policy-maker suggested
tihat "corjordte wanayement views the Fee Determination Offi-
cial findings more as a report card than what the avard fee
contributed to the bottom 1line."™ Another corporate officer

Zor a large MNavy contractor confirmed this view, with some




Teuervatacns, inlicatiuy tiat "the score, or yrade, 1is im-

< (WLtaLkt to us; but I cant't say that it's more important than

thw Sice cof the award froao the (award fee) pool.™

In thedir thesis,  aAu Ads:sc of Factors Hhich Motivate

{28

1]

sEen

Javyi Coutractors, iliictacl Jayjard and Howard Cartwright in-
iocated that contlractor oijectives can  be dividel into con-
toactual objoctives and leny term corporate joals [17: 1@].
vy indicate that the twe categjories are related in that
tuwe ccllective ol juctives c¢f performing all Government con-
tracte wast reflect  the cverall long tera corporate strat-
t) e Iu adlition, tihe fCllowing primary contractual objec-
tives of  tle Sovernment contractor have all been cited as
piae busincas ol joctives: Company growth, provile a good

Jroduct, develop noew skille, carket share, juarantee of fol-

Iow Cenwerk, "pastory (a Jdesire to control one's own desti-
“Y), Eisk aversion, satcjuard proprietary interests, utilize j;;;
vavesSs Cagacity, flexibility to customer, and improved cash
LaOW b?: 14—157. —1

Jay,aid and Cartwrljut alooy identified three nmethods to

ietormiue the contractual  ob jectives of a contractor for a
speecific centract. First, a post performance review of con-

tivactual outccses and asscciated benefats to the contractor




i 2. IR

s
LA

.,

vat ke conducted. Iaterewnt iu this d4pjroach is the nccessi-
ty to walt until porforsance is ccugletod to conduct the re-
vivw. Second, 4 list of fcssivle contractual oL jectives can
be provided te the contractor who can be reJuested £o rate
t.oo relative iomportance ol eack objective as it pcertained to
1 LLOLwd6nCE€ CL Lucent contract:s. This "shoppinjy list" ap-
feoach way leal to biased rosponses. The third method is
sianly to a5k the coutractor to  list the top three objec-
tives that a firw koped to attain Ly perforaing the contract
rlfz IS~1E). fhe author suspects that a weakness in this
10 p8cdackh way ccecur if the coutractor attcapts to play "mind
sreest oLy providing tiasce sbjectives the contractors think
toe governtent wants to Lear.

The aathcr woall also like to tFopose 1 touarth method to
deterrine ccontractor ob jectives.e  This acthod involves eval-
urting tue  centidctor in torns  of his strenjths and wveak-
Lorased,  thoe econozic environwent, the competitive enviroa-
oLt tue  centractor cperates in, as  well a5 the size and
asWdLity 0l tie contractor, Fach of tnese factors hay shed
some ligut vu the contracters objectives in terms of profit,
Fol CXauigle, 1 tie Lasic economy is in a recession with

4

Uolatively Ligh ue o wplovaent in the industry, a contractor

o y——— ———— e e e, v .
e e e T RN T T AN e T




@i; Le Willing to accopt 4 lower profit and put increased
eu,uasis on corgurate survival und  adintiiaing his  labor
iolce. Ccnversely, jericds of econoamic jrowth aay sce de-
L:use contructors willinug to accept additional risk§ in the
iopus i achieviug higuer [rofits. Firas involved with re-
Suacch aad development activities way see the development of
Liw Cdpabilities, wairtaliring a long term business relation-
Saap daud estallishing a Jemiuant industry position as more
iiportant motivaters than profit. Samaller firus may ‘be con-
ceihed with comgany survival rather than profit. Growing
cirss, ou tie otier haid, may be more concerred with profit
AL d ieturn on investacnt than rapidly growing or mature
firus. Finally, organizations with technically competent or
"state ol  the art" ccutracts may see obtaining a dowinant
wainet positicn as wore iggortint than prorfit.

As rroafesscrs Greel aund Liso pointed out in their paper
“lontractor Hungriness ald the Relative Profitability of DGD
tusiness,”™ it is well kncwn tihat when the econoay weakens,
rrs3uiting in a 4jrodth of cxcuess wanufacturiag capacity, real
vrlces tend te Jdecline with weakened profit aargins. As a
feoalt, when Jesani falls, firms tend to engage in vigorous

price couretition. The amouat of profit reduction contrac-

oy e e
L e




tocs are wiiling to acce; t siould therefore be inversely re-
fato] to tuce Jducline in c¢agacity utilization. Because the
soveldiest 15 a jowerful tuyer, codtracting officers should
Lroalkle te take alvantaye cf situations where excess éapaci-
ty 2xists te drive "hard targains® and buy wedapons systeas
iU 4Cwol jLOLit warylns. Cone the cother hand, when the econ-
Suy Ls strerny and tlete 1o sufificient comgercial and Govern-
e lit lusaness to utilize fuli capacity, tie Governacnt must
v willilnj te pay the ccentractors a profit rate which at
least reaches parity with the comacrcial sector. Otherwise,
Todastiy wouid Live npo incentive to accept Goveruaent ccn-
toaoto. Lid: 2'751.

Dbe Rickard Fo. Dedonjy and Or.  Laniel E. Strayer propose
gt {iiws 21€ prisarily jrorit oriented only under econosmic
Cosugltions oo pure competitior aud then only when there is
Dwhel coutrol of the rtirw. They are proponents of other mo-
tivatin; Jcrse¢s such das nales, vloduction or fira perpetu-
ation ovel sghadowing wmaxiaup profits as a motivating force
[1v: 10-51.

Dol diad Strayer contend  that the drive to maximize
proiits 1s Jiluted Ly the separaticn of owner and manager.

2.0 ,0uls of the decision makihy  Lanag4ers may be guite dif-

R
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p
. Lo ookt Loud the yoals of the owners. khile the owners may L
- ituced Lo zo.e ccrcerncd «ith maxigizing their return om in- 5i§
veotwent, protit maximication has heen replaced among the o
aanagels by Mprofit saticiicing," or the Jdesire to!obtain
sutlistactoery prorits. 4anagyers are held accountable for
aolv than just piofits;  tuey atve also held respunsible for ]
¢liapabky oreodacticn, sales, [irm perpetuation, eaployee mo- }
idiv, wtcC. Becausc mdﬂd,chAthhot devote their full time ;

to jrofit maximization, tc the exclusion of all other’goals,
ti.ey are fcereed to ensure profits reach an acceptablly sat-

1stactory level, then ccreceuntrate on the other competing

;2 ials C]J: 10-3 turoujh 16-1ﬂ .
vhilli; L. Cypedalbl  has developed a hierarchy of needs

1o a cobperation whicn parallels Maslow's hierarchy of in-

Jividual reeds. Just as Yaslow proposed that individuals -
Suvk to Satisfy the @ost lasic humun needs first (physioloyg-
icai peels, safety and security uneeds, love ani belonging
heeds)  and then seck saticfaction of higher needs (esteen,
sl acti1alicaticn, the rne¢ol te know and understand, and

cothetic neeids), Oppedahl proposes that a corporation seceks

to satisfy tioe nceds ot survival, profit, growth, Bmarket .-
owhavre, aund prestige (in that orler). }f3
AR
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S5ucvival 18 tie wost basic neel. Oonce the need to be a

"jcoulyg cuncern® has  Leen szatisficl, the profit motive kbe-
coses the primary aotivater for the cor;oration. However, )
jact as Selong aud Strayer Jdiscussed the concept of dprofit :}ff
satisficing,” Cp,elani coutenls that profit does not always
€ ,late Lo profit waxiaization. Rather, the concept of "ade- !
jlate prorit" suifices"

Iu terws of Governaent contracts, Jrowth is asso-
ciatcd with wmorc coatracts and and larger target
costs. Note that with the profit need satistied,
greater size contracts become the drivinj motive.
This will teund to c¢xplain why soame firms will
spuad to tarjet cost and beyond at the expense of
a sharc ratio lcess of prufit. Tae other aspect of )
growth, namcly technical capability, is also very -

iapertant to 1 Jefense contractor. Most DOD con- !
tricts are labor iantensive aud highly technical in
SLOpce Hijhly elducated and gualified personuel
ate very important tu the ygyrowth of a4 DUD coatrac-
tcr, therelore, sdcrificing profit share may be
attractive to a ccntractor relative to maintaininj
atld increasing techuical competence [20: 3{].

N

iaceg the profiv aotive as  the Messence of incentive con-

teacting,"™ it also rocoyunizes that other extracontractual !
civtors can be =ijnificart motivaters to the Defense ccn- ;ﬁ;
touwctore Thesce {actors include growth, new product improve-

& ait, jrestiyc, isproved jublic image, social approval, na- - s

tiwkal  defense yoals, jctential for follow on Lusiness,

'
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Co lwercial a plication, ¢xcess capacities, increased profits

va wther  coutracts ticouyl staired overhead, and excelling

voi the sake cf cxcelience. Iu addition, DOD "recognizes

t. 1t contiracters will, joneraily, optisize, not maximize,

ceolitt 17: Apjendix 3).

Lo 1p0OLiu, J. J0ox coutends that:
frofit is not a4 defense contractor's only concern
whon Lildiang o or conducting a development or
froduction jrojraa. Cecfense contracts are 'sought
to cover payroll aud overkead costs, and to pro-

vile compaly persohnel with the opportunity to de-
velop technical anl mdnagerial skills useful in

ccemvreial and defcrnse biusiness. Once a contract
is won, a coupdary sceks every opportunity to add
work akd funls tc the prograam. The ne2d for fcl-

low ¢n work is crucial, since (1) tne iaitial ef-
fort to secure 4 contract ianvoives a large outlay
ci woncy, anl (2} there is usually a long tiame
lagss Letwyen contracts ifor  the saue weapon systea
[21: uweT].

L6 wiat's the answer? Is " . rofit as a wotivdational tool™
Siwt cr  riction: Tio  JaLseol appedars to be “a little of
sothe"  lliere is no clear cidt answer to the question. While
it 15 Cluar that profit is not the only motivating force for
woJelhwent Contractors, there are times when profit would

Swatainly te the jriac motivational tool; such as periods of




SiJway woopcaic growth as discassced earlier. In addition,
it is  the author's opiusion that the DOD profit policy
vvwlvel iutc what it is tceday because it 135 relatively easy
col coutracting cofficers we unlerstand; we have been So "in-
Jualbed with the principles of prefit waxiawization that the
Coicepl ncels almost intuitively olvious.®

1t siay L¢ moee apgropriate to think of profit as a "sa-

tisoclcvi® rather than a4  Yeotivater." Contractors will cer-

tiiily net pertorm without a curtain profit level. tHdwever,
oi.ce that level of profit is achieved, they may not increase

peviolwaace with additional grorfits alone.

1t 15 1locugkeat upon tie coutracting officer to recognize
tiat tiwvse cxtiacontractual aotivating forces do in fact ex-

lat. Tihe cobtructing olficer must exadine each contracting

sitaatioi carefully and atteapt to determine which factors

(in adlicion to jrofit) will stimulate and aotivate the con-

tractor tc inprove his perforwance. The proper motivational
wmrchanisae sust then be inccecrporated into tue contract, and T
tuy coutract preperly adeinistered to ensure effective re- ;ﬁé
salts, ?’*i

Tt avut  be remcabered that industry's top rated objec-

tives are  to previde a geod prolduct and to maintain long
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N tvia continuing Liusiness reiationships. Thuse objectives

i licate Leru concern with lonj term jrofit objectives thanm

witl swort term objectives. In the words or one Defense
coLtractor corporate officcr,

o Thcy (contractor objectives) are so closely in-
s terrelated, it is difficult to rank one above the

ctier ¢r claim to have one objective without the
{ Cth(r ULiteea. sc're all in this business to make
: HOLE e saa So tc sa; that profit is not a primary
' cljective would fe wronye. But it is not the only
chjectivé s aaean uf course we want to survive and
GLUW, But without a good reputat'ion and adequate
rrofits we are cut of business. All four, company
survival, company yrowth, promotingy the company's
: regutation, and profit are priaarcy objectives on
- each atd cvery Gevernment contruct. No one objec—
: tive is wore imgcrtant than the other [17: 38} .
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